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Domestic Developments

Overview

The economy has continued to hum along in recent months, propelled by renewed
growth in consumer spending and a strong uptrend in business outlays for new
equipment. With incoming reports on corporate earnings providing more upside
surprises than disappointments, the stock market rallied further during the intermeeting
period. The favorable financial environment and a general mood of optimism among
households and businesses bode well for sustained solid growth in domestic final
demand. However, growth of activity seems likely to be damped considerably in the
near term by a slowing of inventory accumulation from the unsustainably brisk pace of
the first half of the year. Accordingly, we are predicting that real GDP will increase
just 2-1/4 percent, at an annual rate, over the second half. This is roughly

1/2 percentage point slower than in the last Greenbook--the true difference being
exaggerated by the switch in aggregation method to chain weighting, which is
subtracting around 1/4 percentage point from GDP grdwth rates on average throughout
the projection period.

Our forecast for economic activity in 1998 is little changed. We continue to
look for an increase in real GDP of about 2 percent, on a fourth quarter to fourth
quarter basis. The recent upside surprise in the stock market suggests an added boost
to private demand next year, through wealth and cost-of-capital effects, but the further
appreciation of the dollar on exchange markets since early July is likely to result in a
greater weakness in net exports than we previously anticipated.

We have reassessed our assumptions regarding the prospective growth rate of
potential output in light of the new NIPA data; we have concluded that we should put
the underlying cyclically adjusted trend for real GDP at 2.1 percent per annum. As a
result, our GDP forecast implies little change in the unemployment rate from the
4.8 percent reported in July. While it is unlikely that there will be any broad strains
on physical capacity in the industrial sector, the tightness of the labor market probably
will show through gradually in wages and prices. That said, we have once again
trimmed our forecast of core CPI inflation to 2-1/2 percent in 1997 and 2-3/4 percent
in 1998, partly because of expected greater weakness of non-oil import prices and a
slightly lower level of resource utilization.

Key Background Factors

We have retained our previous assumption that the federal funds rate will be held at
5-1/2 percent until well into next year and then raised somewhat to prevent a slippage
in real short rates as inflation rises. Given the normal lags in the response of
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aggregate demand, this modest shift in money market conditions would be unlikely to
have much effect on the economy during 1998. However, it seems probable that some
tightening will be necessary, at least for a time, to avert an ongoing deterioration in
the trend of inflation in 1999 and beyond.

The bond market recently took a run at its previous cyclical lows for yields,
and despite a backup in the past couple of weeks, long-term rates remain below the
levels built into our previous forecast. And because we are projecting a somewhat
more benign growth and inflation environment going forward, we have lowered our
predicted path for nominal bond yields. Nonetheless, we still expect that long-term
rates will trend upward gradually as the perception of increasing cost pressures
enhances concerns about the possibility of Fed tightening--concerns that, as noted, we
assume will ultimately be validated by the System’s actions.

We expect that share prices will show no sustained upward movement from
here and will decline substantially in 1998. The anticipated upward movement in
interest rates should tend to erode equity values. Also important, though, is our
expectation that a flattening of corporate profits will in time undermine the view that
the S&P 500 can continue to record double-digit earnings gains even in a moderate-
growth, low-inflation economy. The weakening of profitability will likely have
adverse effects on corporate cash flow and credit quality. Risk premia in debt
markets, which have been extraordinarily narrow of late, probably will widen.

Our fiscal policy assumptions have been little changed by the enactment of the
budget agreement. We see negligible fiscal restraint on aggregate demand over the
forecast period. The unified budget deficit for fiscal 1997 probably will come in $23
billion below our previous projection, at about $36 billion: Tax revenues have
continued to run on the high side of our expectations, and net outlays have been held
down by, among other things, extra receipts from sales of radio spectrum rights. Even
with some timing gimmicks in the budget deal that shift tax revenues into fiscal 1999,
we have lowered the projected deficit to $62 billion in the coming fiscal year,
compared with $85 billion in the last Greenbook.

In the external sector, the main change relates to the foreign exchange value of
the dollar. As measured by its trade-weighted value against other G-10 currencies, the
dollar is again projected to depreciate modestly over the forecast period, but starting
from a level that is slightly more than 4 percent higher than in the June Greenbook.
With regard to real activity abroad, the outlook for aggregate foreign real GDP growth
remains close to 4 percent at an annual rate this year and next. And we continue to
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expect that crude oil prices will fall a bit further by year-end and then rebound by
$1 per barrel over the course of 1998--to $19.50 for spot WTL

Recent Developments and Outlook for the Current Quarter

We estimate that real GDP grew 2-1/2 percent (annual rate) last quarter, a bit above
the June Greenbook and BEA's advance report.' At this juncture, a major uncertainty
about the second-quarter arithmetic is the pace of stockbuilding. A literal translation
of the June reports on manufacturing and trade stocks would point to a substantial
upward revision to BEA'’s already hefty advance estimate. Moreover, BEA's estimate
of inventory investment outside of manufacturing and trade--constructed from a hodge-
podge of direct and indirect evidence—-looks especially high by historical standards.
We find no support for such rapid accumulation in anecdotal reports or other
indicators. One way or another, we expect that BEA will publish a number for
second-quarter stockbuilding that is significantly lower than the data currently in hand
suggest-—-though not necessarily in the next (“preliminary”) estimate of second-quarter
GDP. Even with this adjustment, however, our assumed second-quarter rate of
inventory accumulation remains well above the pace consistent with moderate growth
in sales, and, thus, we expect the pace of stockbuilding to diminish in the current
quarter and thereby restrain real growth substantially. As a result, we are predicting
that real GDP will advance at an annual rate of 2.2 percent in the current quarter,
despite an acceleration in final sales.

1. Comparisons between estimates of real GDP growth in the current and previous Greenbooks need
to correct for BEA's switch in July from using a Laspeyres index to aggregate real quantities in recent
quarters to a quarterly chain approach. We have modified our forecasting procedures to keep them in
sync with BEA's approach. The change in method reduces both recent historical estimates and our 1997
forecasts of real GDP growth about 0.1 percentage point at an annual rate, all else equal, so that, in the
absence of this change, our current estimate of real GDP growth for the second quarter would be
1/2 percentage point higher than in the last Greenbook. The effects of the aggregation revision increase
going forward, and we expect the change in aggregation will shave reported growth of real GDP by
0.3 percentage point in 1998. For those components of real GDP with large shares of computers and
other high-tech goods--equipment investment, exports, and imports--the change in aggregation induces
relatively large downward adjustients to their growth rates in this Greenbook compared with the June
and earlier Greenbooks. Downward adjustments are relatively small for components with small
computer shares.
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On the assumption that the UPS strike will end in the not-too-distant future, we
have not anticipated a significant GDP growth effect this quarter. The disruption to
shipping is no doubt causing some problems in the production and distribution chain,
but the available--admittedly very fragmentary--anecdotal evidence suggests that
aggregate effects have been small. Furthermore, a portion of the sales that have been
lost to date are likely to be made up quickly.

The strike certainly will leave some imprint on the payroll measures for
August, given that this is the reference week for the monthly survey. To this point,
however, the labor market indicators would appear consistent with at least moderate
growth of activity. The increase in private payrolls in July, at 260,000, was very
strong, but aggregate production worker hours were weak. The implied decline in the
average workweek seems doubtful, and we are anticipating a considerable snapback in
total hours in the ensuing months (perhaps September, rather than August, given the
UPS strike). The low level of initial claims in recent weeks certainly suggests a
vibrant demand for workers, as do a variety of other market indicators.

We expect that growth of final sales will pick up to a pace of 3-1/2 percent
this quarter, lifted by a rebound in personal consumption expenditures. On the heels

Summary of the Near-Term Outlook
{(Percent change at annual rate except as noted)

1997:Q2 1997:Q3
Measure

June a | Aug. | June | Aug.
oB |BEA"| 6B | 6B | OB
Real GDP 2.2 22 2.6 2.9 2.2
Private domestic final purchases 3.0 27 28 4.7 5.0
Personal consumption expenditures 14 .8 8 4.0 42
Residential investment 4.4 5.6 75 25 -5.0
Business fixed investment 13.0 151 153 113 146

Government outlays for consumption
and investment 3.1 38 3.7 -3 -5

Change in billions of chained
(1992) dollars

Inventory investment -5.6 3.1 7.2 3249
Net exports -11.9 -21.6 -179 -17.2 92

a Advance.
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of an anemic increase of 0.8 percent at an annual rate in the second quarter, real
consumer expenditures are forecast to grow at a 4-1/4 percent annual rate this quarter.
The turnaround in durables appears likely to be particularly strong with consumer
purchases of new vehicles having posted a sizable improvement in July. The “control”
component of nominal retail sales (which excludes automotive dealers and building
material and supply stores) increased 0.4 percent in June and 0.5 percent in July--
numbers that imply appreciable real gains, given the low rate of goods inflation. We
expect consumption growth to hold up well over the remainder of the quarter in light
of the past year’s enormous stock market gains and the prevailing high levels of
consumer sentiment indexes.

Another double-digit advance in outlays for producers’ durable equipment
appears in store for this quarter. Demand for computers reportedly remains robust and
is likely to be buoyed by recently announced price cuts on PC microprocessors. Aside
from computers, growth in communications equipment and motor vehicles is expected
to pick up, domestic aircraft deliveries should advance strongly, and, with shipments
having spurted in June to well above the average level of the second quarter, we
expect a further strong increase in other PDE,

Net exports and residential investment are expected to be on the weak side this
quarter. Apart from the ongoing effects of the appreciation of the dollar since the turn
of the year, residual seasonality in the NIPA measure should contribute to a decline in
net exports. Although housing demand appears buoyant, the decline in the average
level of starts in the second quarter should translate mechanically into a contraction in
residential construction expenditures in the current quarter.

The projected growth of activity should be sufficient to keep the pressure on
labor supplies. Wages--measured through July in the case of average hourly earnings--
have given no statistical sign of accelerating; however, in September, labor costs will
receive a jolt from the hike in the minimum wage. The latest price data have
maintained prior favorable trends, and the CPI is expected to rise at a 2-1/4 percent
rate this quarter--up from the low pace of the second quarter and about the same
increase as recorded over the past year. As suggested by the flattening in the energy
component of the CPI in the last two months, the benefit of this year’s oil price drop
is now largely behind us, and we foresee appreciable increases in energy prices over
the remainder of the quarter. Food prices also appear to be accelerating somewhat this
quarter. Excluding food and energy, CPI prices are projected to rise at a 2-1/4 percent
annual rate.
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The Longer-Run Outlook

As indicated in the overview, we have reduced our forecast of real GDP growth over
the second half of this year noticeably in response to the surprisingly high rate of
inventory accumulation through the second quarter. That buildup came on the heels of
several quarters that, in the revised NIPA, now show a less favorable trend in
aggregate inventory-sales ratios. It is impossible to gauge with any confidence the
timing and dimension of movements in this volatile sector, but we now expect that a
downshift in inventory accurnulation will directly reduce real GDP growth by roughly
a percentage point in the second half. The predicted growth of real final sales has
been revised up a bit to 3-1/2 percent.

Anticipating that inventory investment will have been brought to a sustainable
pace by the end of this year, we expect that inventory accumulation will be a neutral
factor in GDP growth next year. As noted in the overview, revisions to the outlook
for final sales incorporate not only some added restraint coming from the higher
exchange value of the dollar, but also a modest positive increment coming from a
higher level of stock prices. On net, we expect that real final sales (like real GDP)
will advance about 2 percent. As before, the moderation next year in the growth of
aggregate demand is rooted in the less favorable financial conditions anticipated for
1998 and in our view that rates of accumulation of physical capital in the household
and business sectors are already high. - Given the tightness of labor markets, supply
constraints will also tend to limit the degree to which output can be expanded, with
the tension visible in gradually rising inflation.

Consumer spending. Our forecast of consumption growth is marginally
stronger than last time, but the basic contour is unchanged: a strong rebound in the
third quarter from a weak second quarter and then a slowing through the remainder of
this year and in 1998.

The projected slowing in consumption growth, to a pace of about 2-1/2 percent
in 1998, owes mainly to a projected slackening of employment and income growth.
Although we continue to expect a reversal of fortunes in the stock market next year, it
is likely that the bulk of the direct effect of a retrenchment in equity prices would not
be felt until late in the year or in 1999, given the usual lags in the response of
consumption to changes in wealth. However, consumer sentiment could become a less
favorable factor much sooner, for it currently seems to be on the high side of what
might normally be expected on the basis of such macro variables as the rates of
unemployment and inflation, current or prospective.
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As discussed in an appendix in Part 2, the NIPA revisions have resuited in a
downward drift in the saving rate that is far more consistent with its historical relation
to wealth. In prior Greenbooks, we noted our surprise at the reported rise in the saving
rate in the face of a soaring wealth-to-income ratio. The persistence of this pattern in
the previous data had led us to speculate that several factors could be limiting or
offsetting the wealth effect. We noted that households might have raised their savings
accurnulation targets in light of perceived greater retirement needs. We also
conjectured that responses to those wealth gains accruing in tax-preferred retirement
accounts might be especially muted or that the astonishing sharpness of the stock price
run-up might be causing investors to be cautious in marking up their permanent
incomes. While these stories retain some appeal, the saving rate revisions argue for
giving them less weight. Our forecast of the saving rate is now considerably lower

Summary of Staff Projections
(Percent change, compound annual rate)

Measure 1997:H1 1997:H2 1998
Real GDP 37 2.3 2.0
Previous 4.0 2.9 2.1
Final sales 2.5 3.3 2.0
Previous 32 32 2.1
PCE 3.0 3.7 2.6
Previous 3.5 3.6 2.5
Residential investment 5.4 -1.6 -3.6
Previous 5.1 -1.6 2.0
BFI 96 93 5.9
Previous 11.6 92 6.3
Government purchases 1.6 .6 T
Previous 1.6 i.1 .8

Change, billions of chained

(1992) dollars

Inventory change 37.9 -40.6 -6
Previous 24.4 -12.6 2.5
Net exports -38.6 5.6 -37.5
Previous -33.9 -12.0 238
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than before, and the saving rate now declines year-by-year from 1996 to 1998, in
contrast to its virtual stability in the last Greenbook. Importantly, we now perceive the
risks surrounding this projection to be better balanced than before, when we were
concerned that the wealth effect, rather than being offset, might simply have been
delayed--leaving open the possibility of a major surge in demand at any time.

Residential investment. Housing activity has continued to show substantial
strength, with demand for single family homes reflecting brisk income and employment
growth, mortgage rates that are now below those posted over most of 1996, and the
increases in stock market wealth. Indeed, affordability considerations might suggest
that demand for single-family houses could rise appreciably from here--and we
certainty would not rule out that possibility. But our sense is that the pace of
construction has been running for a while above the longer-term trends of housing
demand associated with demographics, scrappage, and the like. Thus, although we are
projecting a bounceback from the second-quarter dip in starts, the projected total for
single-family starts in 1997, 1.13 million units, is a bit short of the 1.16 million units
in 1996. Moving into 1998, we continue to expect a further moderation in single-
family starts, to a pace of 1.11 million units, in response to a rise in mortgage rates
and a slowing of income and employment growth.

Multifamily starts, too, should edge down next year with the projected rise in
interest rates. Shipments of manufactured housing, now averaging about 20 percent of
the supply of new housing units, are expected to be little changed from 1996 levels
over the course of 1997 but to decline slightly next year.

We do not expect the more advantageous tax treatment of housing capital gains
that is part of the budget act to have much effect on housing construction this year or
next. Although the unlocking of some existing capital gains may give the market more
fluidity, in fact most capital gains on owner-occupied dwellings have in the past eluded
taxation. In addition, if low inflation is expected to persist, capital gains taxes on
housing are less of an issue anyway.

Business fixed investment. Real BFT has been, and likely will continue to be,
the stellar sector of demand, with huge real growth in computer outlays leading the
way. We have, in fact, revised up our projection of real growth in computer
investment over both 1997 and 1998 to 30 percent per year. The NIPA revisions
indicate that BEA is now capturing more fully the quality improvements in its
deflation of computer sales--and, apart from this statistical consideration, we also have
come to the view that the pace of technological innovation will override any broad,
negative cyclical influence on investment that is in prospect. Spending on
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communications equipment should also continue to rise rapidly: Demand for wireless
phone services and Internet connections will remain robust; in addition, the
Telecommunications Deregulation Act likely has boosted investment in switching and
transmission equipment in anticipation of the demise of local phone monopolies, and
we anticipate that such spending growth will continue unabated during 1998.

For other categories of equipment, we expect overall investment to decelerate
from its second-quarter pace but still to show very healthy growth over the remainder
of 1997. Orders trends look good, and many companies are flush with cash. In time,
however, the projected upturn in the cost of capital, and the slowing growth of sales
and corporate cash flow, should further temper non-high tech investment spending. All
told, we are looking for PDE growth of about 12 percent over the second half of 1997
and about 7 percent over 1998.°

We have lowered our projection for growth in nonresidential structures
investment, influenced to a degree by recently published revisions to construction data.
Taken at face value, the new figures show that NRS has flattened out this year, a
pattern fairly consistent with the data on construction contracts. Contracts for
industrial, commercial, and institutional buildings have either flattened out or appear to
be trending slightly downward from their recent highs, tendencies that were less
pronounced at the time of the last Greenbook. That said, we are inclined to think that
NRS will show some signs of life over the next year and a half, Statistics on vacancy
rates and rents, along with anecdotal reports of market conditions and planned projects
in a variety of locales, paint a rather upbeat picture of the prospects for at least some
sectors of construction. Moreover, equity and debt capital are readily available to
finance building. We are forecasting that growth in NRS investment will average
about 3 percent during the latter half of this year and during 1998--with notable
strength in the office and lodging sectors.

We might note that all of the growth we are projecting for BFI next year is
expected to occur outside the manufacturing sector. The current high level of
investment in manufacturing should boost capacity more than 4 percent this year. We
expect that the level of investment in that sector will decline next year--slowing
capacity growth to about 3 percent—as firms attempt to avoid building up their plant

2. Although this PDE forecast is numerically similar to our previous projection, the current forecast
is substantially stronger on a comparable aggregation basis. The effects of the upward revision to the
computer forecast have been masked by the switch to chain weighting from Laspeyres aggregation. In
the cutrent Greenbook, this methodological change deducts about 1-1/4 percentage points this year and
3 percentage points next year from aggregate PDE growth.
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and equipment at uneconomic rates. This might seem to be anticipating an
extraordinary degree of forward-looking behavior relative to past cyclical patterns; it
does appear, however, that firms in a number of industries are conscious of the risks of
excessive capacity being built up domestically or internationally, and the focus on
maximizing returns on equity among corporate management (and the security analysts
that follow them)} may temper the inclination to pour the marginal dollar of internal
funds into extra investment.

Inventory investment. As mentioned above, even in our interpretation of the
data, nonfarm stockbuilding in the first and second quarters--on the order of
5-3/4 percent at an annual rate--was high relative to a sustainable pace of sales growth.
Moreover, supply conditions do not seem to point to any reason for firms to greatly
elevate their target stock-sales ratios. Thus, we expect that firms will want to reduce
their pace of inventory accumulation over the second half of 1997. Given the thrust of
final demand, the adjustment should be accommodated without much disruption of the
overall economy. Non-oil imports, which surged in the first half, will absorb some of
the adjustment. Looking to 1998, we are expecting stock-sales ratios to be about flat,
at levels somewhat above those that were recorded in early 1996, when the unexpected
strength of final demand apparently led to some depletion of stocks.

Government spending. Real federal expenditures for government consumption
and gross investment are expected to decline 1 percent over 1997, a slightly greater
rate of decline than noted in the last Greenbook, reflecting a sharper retrenchment in
defense spending than last projected. For 1998, our forecast is unchanged with real
federal purchases projected to decline 2 percent; nondefense spending should be almost
flat, while defense spending should fall 3-1/2 percent. The recent budget legislation
did not materially alter the outlook for federal purchases.

Real purchases by state and local governments are likely to remain on a
moderate growth path. The financial health of this sector has continued to improve
with the unexpectedly strong revenue gains, but most jurisdictions do not appear to be
inclined to open the spending spigots. The uncertainty regarding the consequences of
the devolution of welfare and other social programs seems to be injecting an added
element of caution into the political equation confronting public officials.

Net exports. With the further appreciation of the dollar on exchange markets,
exporters and firms contending with imports will face tougher competition. The lagged
effects of the appreciation will build over the projection period. Quarterly noise, some
of it related to residual seasonality, tends to obscure the basic trends, but real net
exports of goods and services are likely to subtract on the order of 1/2 percentage point
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a year from GDP growth in 1997 and 1998. (A fuller discussion of the prospects for
the external sector is contained in the International Developments section.)

Labor Markets. We had previously been assuming that trend labor
productivity in the nonfarm business sector was rising 0.9 percent per year from 1990
to date--a figure higher than justified by the then-published data, but one that we
thought might better reconcile various economic phenomena and be confirmed in the
NIPA revision. In the event, the upward revision to output per hour was less than we
anticipated. This presented us with a difficult analytical question, to which we are
supplying a complicated answer. We have decided to assume that the cyclically
adjusted trend from 1990 to 1995 was only 0.8 percent, but that it has picked up to
1.0 percent since then. The new data do still show some acceleration of output per
hour in the recent period. It is possible that this simply reflects the typical lagged
adjustment of hours to a pickup in output growth, but we think it is appropriate to put
a more optitnistic interpretation on the step-up in productivity improvement. The
underlying trend may have steepened a little as a consequence of the capital deepening
that has occurred with robust investment and of a possibly more effective use of
information technology. It is this reasoning that has led us to raise our estimate of the
current trend growth of potential GDP to just over 2 percent.

We expect that actual productivity increases will be a little short of the trend
over the remainder of this year and next, because the remaining pool of unemployed
labor is less skilled on average than was the case earlier in the expansion. Apart from

Outlook for the Labor Market
(Percent change, Q4 to Q4, except as noted)

Measure 1995 1996 1997 1998

Qutput per hour, nonfarm business 4 1.2 1.0 .8
Previous -1 .9 1.5 8
Nonfarm payroll 2.0 2.1 22 1.4
Previous 2.0 2.1 2.1 1.6
Household employment survey .6 2.1 22 1.3
Previous .6 2.1 2.3 1.4
Labor force participation rate’ 66.5 66.9 67.2 67.3
Previous 66.5 66.9 67.3 67.4
Civilian unemployment rate’ 5.6 5.3 4.7 4.7
Previous 5.6 53 4.7 4.6

1. Percent, average for the fourth quarter.
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the influx of welfare recipients into the workforce, reports seem to have proliferated of
difficulties in finding qualified workers and of greater time spent in remedial training.

Monthly payroll increases are expected to slow to about 190,000 per month
over the remainder of 1997 and about 145,000 per month in 1998. Downward
pressures on the unemployment rate are tempered by a rise in the labor force
participation rate. We expect the rate to reattain its recent high in response to the
ready availability of jobs.

Wages and prices. Our forecasts of price inflation and the rate of increase of
hourly compensation costs have been revised downward. Data received since the last
Greenbook in both areas have been a hair more favorable than expected, and the slight
upward revision to the unemployment projection lessens marginally the prospective
tightness of labor markets.

All that said, we continue to view current and projected levels of the
unemployment rate as being unsustainably low, and we anticipate a gradual
acceleration of both hourly compensation and prices next year. The rate of increase of
ECI compensation per hour is projected to pick up from 2.9 percent over the year
ended this June to 3.3 percent over the course of 1998. Most of this acceleration is
expected to occur in the near term, with the second increase in the federal minimum
giving aggregate wages an extra boost. Benefit costs appear to be firming now, with
medical insurance premiums increasing; however, we expect that the step-up in benefit
inflation over the coming quarters will not greatly exceed that of wages.

On the face of it, the projected rise in compensation inflation is modest relative
to what might be expected in light of the tightness of the labor market. To some
extent, this reflects the influence of favorable price movements--largely related to
developments in the food and energy sectors and the foreign exchange value of the
dollar--which are helping to translate nominal wage increases into larger real gains.
Indeed, measured in product price terms, our ECI forecast implies that real
compensation will be rising appreciably faster than productivity, thereby reversing the
downdrift in labor's share of national income now more strikingly revealed in the
NIPA for recent years. It is possible that measured compensation acceleration could be
damped as well by a spreading use of devices such as stock options and signing
bonuses that are not picked up in the ECL. And the actual acceleration might be
tempered by the more flexible pay structures that permit firms to pinpoint wage
increases to employees with scarce skills. But counterbalancing those considerations is
the possibility that the insecurity of workers is starting to wane. Some have pointed to
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the strikes at GM and UPS as straws in the wind in this regard, but we believe that the
significance of these events could be easily overstated.

On the price side, we are projecting an increase in core CPI inflation from
2.4 percent over the year ended July to 2.8 percent over the four quarters of 1998.° In
part, this increase reflects the expected pressure from accelerating unit labor costs. But
some additional impetus to inflation comes from the projected swing in the dollar from
appreciation to depreciation, which is reflected in an expected slowing of the rate of
decline of non-oil import prices. On the other hand, a 3/4 percentage point decline in

Staff Inflation Projections
(Percent change, Q4 to Q4, except as noted)

Measure 1995 1996 1997 1998

Consumer price index 2.6 32 2.1 2.6
Previous 2.6 3.2 22 2.8
Food 2.6 4,2 1.5 2.4
Previous 2.6 4.2 1.7 2.6
Energy -1.6 7.6 -1.6 1.0
Previous -1.6 7.6 -2.6 1.8
Excluding foed and energy 3.0 2.6 2.5 2.8
Previous 3.0 2.6 2.7 3.0
PCE chain-weighted price index 22 2.7 1.8 2.4
Previous 2.1 2.5 2.1 2.6
Excluding food and energy 24 2.3 2.0 2.5
Previous 23 2.0 24 2.7
GDP chain-weighted price index 2.4 23 2.0 2.3
Previous 2.5 2.1 22 2.5

ECI for compensation of private
industry workers' 2.6 3.1 32 3.3
Previous 2.6 3.1 33 34
Prices of non-oil merchandise imports -6 -5.9 -3.0 -1.2
Previous .8 2.9 -5 7

1. December to December.

3, The acceleration of CPI prices (core and total) in 1998 is tempered 0.1 percentage point by an
update of the market basket next year. Starting from 1995, the cumulative effect of technical changes in
the index will reduce CPI inflation 0.4 percentage point in 1998,
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manufacturing capacity utilization from where it is now should help damp price
pressures, and the relative prices of food and energy are expected to decline further.
Reports so far indicate that this fall's crop harvest is likely to be large enough to
permit some rebuilding of stocks, and we have further reduced our projection of CPI
food price inflation 1/4 percentage point, to 1-1/2 percent this year and 2-1/2 percent
next year. For energy prices, a qualitatively similar picture is expected in which such
prices damp overall inflation, but to a lesser degree in 1998 than in 1997. (Electricity
prices should be restrained somewhat by steps being taken to deregulate utilities in a
number of states.) All told, the overall CPI is projected to increase 2.1 percent this
year and 2.6 percent next year.

Monetary and Credit Flows

Total debt of the domestic nonfinancial sector is projected to rise 4-3/4 percent this
year and next. Reflecting the widening of the federal budget deficit, growth in federal
sector debt picks up from 1-1/4 percent in 1997 to 2-1/2 percent in 1998--still well
below the increase recorded in all but two years since 1970. Growth in state and local
government debt also is expected to move higher next year, largely because of the
continued decline in retirements of bonds that were advance-refunded in earlier years.

Growth of total household debt is estimated to have slowed in the second
quarter, and we project some further edging off, leaving growth at 6-1/2 percent this
year and 5-3/4 percent in 1998. These increases still exceed the projected gains in
nominal income and, combined with the anticipated uptrend in interest rates, imply a
small rise in household debt service burdens. In this environment, delinquency rates
are likely to stay elevated and could rise even a bit more. Lenders, who have already
tightened supply at the margin for consumers, may take further steps to limit funds for
weak borrowers. Nonetheless, we view these actions as likely to exert only modest
restraint on overall credit supply. Rather, the slower growth of household debt in our
projection mainly results from reduced credit demand as housing activity slows and
outlays for durable goods grow at a more subdued pace after the current quarter.

In contrast, we expect the pace of business borrowing, which quickened in the
first half of this year, to remain brisk over the forecast period. Even with the slowing
of inventory accumulation, external financing needs should grow as profits weaken and
spending on fixed capital continues to rise. Moreover, merger activity likely will
remain robust, and the cash payments involved in these deals will continue to be
funded, in part, by borrowing. The associated equity retirements, along with ongoing
share repurchases, will keep net equity issuance in negative territory. Although the
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best news about corporate credit quality likely is behind us, we foresee only a
moderate deterioration in business balance sheets. Nonetheless, if stock prices retreat
in 1998, as we expect, the cost of equity finance will rise, and the exceptionally narrow
spreads now prevailing on junk debt could widen as investors become less complacent
about risk-taking.

Over the rest of 1997 and the first half of 1998, growth of M2 is projected to
remain close to that of nominal GDP. In the second half of 1998, the assumed
increases in the federal funds rate boost velocity, causing M2 to decelerate. The
growth of M3 is likely to remain above that of nominal GDP, as institutional money
funds continue to attract corporate cash management accounts that previously had been
invested directly in non-M3 instruments.

Alternative Simulations

The alternative simulations this month are based on different paths for the federal
funds rate. In the first simulation, the rate is held at its current level through the end
of 1998. Because this assumption about the federal funds rate differs from the baseline
assumption only for the latter half of 1998--and then only marginally--effects on the

Alternative Federal Funds Rate Assumptions
(Percent change, Q4 to Q4, except as noted)

Measure 1996 | 1997 | 199§
Real GDP
Baseline 32 3.0 2.0
No further change 3.2 3.0 2.1
Tighter policy 32 3.0 1.3
Civilian unemployment rate'
Baseline 53 47 4.7
No further change 53 4.7 4.7
Tighter policy 53 4.7 5.0
CPI excluding food and energy
Baseline 2.6 2.5 2.8
No further change 2.6 2.5 2.8
Tighter policy 2.6 25 2.6

1. Average for the fourth quarter.
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economy within the forecast period are negligible. Real GDP in 1998 rises just a tenth
more than in the baseline forecast, and the effects on unemployment and inflation are
imperceptible. The paths would begin to diverge noticeably in 1999, and, as we
suggested above, the relevance of the assumed tightening in the Greenbook forecast is
to the intensity of inflationary pressures beyond 1998.

The second alternative involves a more aggressive approach for capping
inflation. The federal funds rate is raised gradually and is 125 basis points higher than
the current rate by the second quarter of 1998. Growth of real GDP in 1998 is
appreciably slower in this alternative, the unemployment rate ends up about
1/4 percentage point higher than it is in the baseline forecast, and acceleration of core
inflation is forestalled in 1998. Given the pressures on labor resources that remain at
the end of the period, however, a continuation of the high real rate of interest
associated with this scenario might be necessary in 1999 to continue to hold inflation
steady. One might question, however, whether--starting from today’s optimistic
valuations--the negative response of the stock market to the hypothesized string of
tightening steps might not be larger than the norm captured by the model, with sharper
IMACTO responses as a Consequence.
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For all urban consumers.
3. Percent change from two quarters earlier; for unemployment rate, change in percentage points,
4. Percent change from four guarters earlier; for unermployment rate, change in percentage points.

2. Lavel, excapt as noted.

1.
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Strictly Confidential <FR> REAL GROSS DOMESTIC PRODUCT AND RELATED ITEMS, ANNUAL VALUES August 14, 1997
Class II FOMC (geascnally adjusted annual rate)
- Projected -
Item Unitsi 19950 1591 1992 1993 1954 1395 1936 1997 1998
EXPENDITURES
Nominal GDP Bill. § 5743.8 5916.7 6244.4 6558.1 6947.0 T265.4 7636.0 805%5.3 8398.9
Real GDP Bill., Ch. § 6136.3 6079.4 6244.4 €389.6 6610.7 6742.1 6928 .4 7166.6 T324.4
Real GDP % change -0.2 0.4 3.6 2.4 3.3 1.6 3.2 3.0 2.0
Gross domestic purchases -0.8 0.0 4.0 3.0 3.6 1.2 3.6 3.5 2.4
Final sales 0.6 -0.4 3.9 2.1 2.7 2.2 3.1 3.0 2.0
Priv, dom. final purchases -0.7 -0.8 4.9 3.7 3.7 2.5 3.8 4.1 2.8
Parsonal cons. expenditures 0.5 -0.2 4.2 2.7 3.1 2.2 2.7 3.4 2.8
Durables ~-3.2 -3.1 9.4 7.4 6.3 3.0 3.9 6.3 4.4
Nondurahlas -0.5 -1.0 3.4 1.6 3.0 1.0 1.8 2.3 2.2
Sexvices 2.0 0.9 3.8 2,3 2.5 2.7 2.8 3.3 2.4
Busliness fixed investmant =-2.5 -6.0 5.5 9.9 7.6 6.5 11.7 $.5 5.9
Producers’ dur. aquipment -2.0 -2.6 9.6 12.2 10.2 8.3 12.2 13.0 6.9
Nonres. structures =3.5 -12.5 -3.4 4.5 1.1 2.0 10.3 0.6 3.1
ftesidential atriuctures =15.1 1.1 16.9 7.8 4.2 -1.9 3.% 1.9 -2.6
Exports T.2 B.6 4.1 4.6 10.0 190.3 9.3 8.7 4.4
Imports 0.5 4.1 7.4 10.2 12.3 3.6 11.8 12.2 7.2
Gov’t. cone. & investment 2.6 0.7 1.7 -1.4 0.1 ~1.4 2.0 1.1 0.7
Faderal 1.6 -3.1 1.3 -6.1 -3.9 -6.0 1.5 -0.3 ~2.1
Defense 0.3 -5.3 -1.3 -6.9 -6.0 -5.9 1.1 ~2.7 =-3.5
State & local 3.3 1.0 2.0 2.0 2.7 1.4 2.2 2.2 2.3
Change in bus. inventories Bill. Cch. § 10.4 -3.0 7.0 22.1 60.6 27.3 25.0 52.7 34.3
Nonfarm 7.8 -1.2 2.0 29.5 49.0 35.7 22.5 46.3 31.2
Net exports ~61.9 -22.3 -29.5 -70.2 -104.6 -98.8 -114.4 -143.4 -181.5
Nominal GDP % change 4.4 3.8 6.3 5.0 5.8 4.0 5.6 5.0 4.2
EMPLOYMENT AND PRODUCTION
Nonfarm payroll employment Millions 109.4 108.3 i08.6 110.7 114.1 117.2 119.5 122.2 124.3
Unemployment rate % 5.6 6.8 7.5 6.9 6.1 5.6 S.4 5.0 4.7
Industrial prod. index % change -0.6 -0.0 3.8 3.0 5.7 1.8 3.9 3.8 1.8
Capacity util. rate - mfg. % 81.4 78.0 79.5 80.8 83.1 83.1 82.1 B2.3 81.6
Housing starts Millions 1.19 1.01 1.20 1.29 1.46 1.3% 1.48 1.45 1.42
Light motor wvehicle sales 14.05 12.52 12.858 13.87 15.02 14.73 15.05 14.99 14.87
North Amer. produced 10.85 8.74 10.51 11.71 12.88 12.82 13.34 13.08 13.04
Other 3.20 2.77 2,34 2.15 2.13 1.90 1.71 1.9¢0 1.83
INCOME AND SAVING
Nominal GNP Bill. $§ 5764.9 5932.4 6255.5 6576.8 65855,2 7270.6 7637.7 8037 .8 8369.6
Nominal GNP % change 4.6 3.5 6.2 5.1 8.7 4.1 5.5 4.6 4.1
Nominal personal income 6.4 3.7 7.3 4.2 5.1 5.2 5.8 5.4 4.7
Real disposable income 1.1 0.8 4.0 1.5 2.4 2.4 2.0 2.9 2.5
Personal saving rate % 5.3 €.0 6.2 5.1 4.2 4.8 4.3 3.7 3.5
Corp. profits, IVA & CCAAj. % change 5.5 4.5 11.3 19.0 14.1 11.0 2.1 4.1 -0.%
Profit share of GNP % 6.9 6.9 6.8 7.5 8.2 8.9 9.6 9.8 9.2
Excluding FR Banka % 6.5 6.6 6.5 7.2 7.9 B.§ 9.3 2.3 9.0
Federal surpl./deficit Bill. § -154.7 =-1%6.0 -280.9 -250.7 -186.7 -174.4 -110.5 ~-35.8 -35.2
state & local surpl./def. 280.1 75.8 85.3 87.4 96.8 103.1 105.3 102.% 105.3
Ex. social ins. fundas 20.2 11.5 18.3 19.7 27.9 32.5 34.1 31.0 33.6
PRICES AND COSTS
GDP implicit deflator % c¢hange 4. 3.4 2.6 2.6 2.5 2.4 2.2 1.9 2.2
GDP chn.-wt. price index 4. 3.3 2.6 2.6 2.8 2.4 2.3 2.0 2.3
Groas Domestic Purchases
chn.-wt. price index 5.2 1.7 2.7 2.3 2.3 2.3 2.3 1.6 2.3
cPl 6.3 3.0 3.1 2.7 2.7 2.6 3.2 2.1 2.6
Ex. fooed and energy 5.3 4.4 3.5 3.1 2,8 3.0 2.6 2.5 2.8
ECI, bourly cempensation? 4.5 4.4 3.5 3.6 3.1 2.6 3.1 3.2 3.3
Nonfarm business sector
Output per hour -0.5 2.2 3.5 ~0.2 -0.1 0.4 1.2 1.0 0.8
Conpensation per Hour 5.8 4.8 4.5 1.8 1.9 2.8 3.3 3.6 3.6
Unit labor cost €.4 2.5 1.0 2.0 2.0 2.4 2.1 2.5 2.8

1. Changes are from fourth quarter to fourth quarter.
2. Private-industry workers.
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Item

R{PENDITURES

Nominal GDP
Real GDP

Real GDF

Gross domestic¢ purchases
Final sales

Priv. dem. final purchases

Paerscnal cons. expanditures

Durablaes
Nondurables
Services

Bu#iness fixed investmant

Producers’ dur. adquipmant

Nonres. structures
Residential structures

BExports
Izports

Gov't, cons, & investment
Federal
Defense
State & local

Change in bus. inventoriaes
Nonfarm
Nat exports

Neminal GDP

EMPLOYMENT AND PRODUCTION

Nonfarm payroll employment
OUnemployment rate

Industrial prod. index
Capacity util. rate - mfg.

Housing starts

Light motor vehicle sales
North Amer. produced
Other

INCOME AND SAVING

Nominal GNP

Nominal GNP

Nominal personal income
Real disposable income
Parscnal saving rata

Corp. profite, IVA & CCAdj.

Profit share of GNP
Excluding FR Banks

Fadaral surpl./deficit
State k& local suxpl./daf.
Ex., social ins. funds

PRICES AND COSTS

GDRP implicit daflator
GDP chn,-wt. price index
Gross Domestic Purchases
chn,-wt., price index
cPT
Ex. food and ensryy

ECI, hourly com@ensationl

Honfarm buziness sector
Cutput per hour
Compenaation pesr hour
Unit labor cost

QUARTERLY VALUES

Auvgust 14, 1997

1994 1994 1894 1854 1335 1995
Units Q1 g2 Q3 Q4 Q1 Q2
BRill. § 6794.3 6911.4 6986.5 7095.7 T168.9 7209.5
Aill. Ch. $§ 6524.5 6600.3 6629.5 6688.6 6703.7 6708.8
% changa 3.0 4.7 1.8 3.6 0.9
4.0 5.0 z.1 3.2 1.3
1.2 3.4 3.3 2.7 1.8
3.7 4.4 2.7 3.8 2.5
3.8 3.0 2.3 3.2 1.5
6.4 3.8 4.3 11.0 -3.0
5.0 2.1 2,3 2.7 1.7
2.7 3.3 2,0 1.9 2.4
0.4 5.9 7.7 12.6 14.2
7.0 5.9 11.4 16.5% 16.1
-14.8 21.1 -1.1 2.3 9.5
10.0 16.6 -3.1 ~-5.0 -7.0 -1
-1.8 17.7 10.6 14.7 7.2
7.6 19.0 13.1 9.9 ig.0
-4.0 0.4 8.2 ~3.8 0.6
-10.7 -4.9 13.3 -11.3 -1.1
~-16.7 1.0 3.3 -18.6 -1.1
0.7 4.0 5.1 1.2 1.7
Bill. Ch. § 53.1 75.9 49.7 63.6 48.5
9.6 59.¢6 38.2 s8.7 54.7
-97.6 -103.% -111.1 -195.% -113.5 -112.8
% change 5.5 7.1 4.4 6.4 4.2
Hillions 112.6 113.7 114.7 115.6 116.5 i1ls
% 6.5 §.2 6.0 5.6 5.5
% change 6.2 6.7 4.4 5.6 3.8
% 82.0 83.0 83.3 g84.0 84.2
Milliona 1.39 1.47 1.45 1.47 1.32
14.95 14.91 14.89 15.31 14.567 14 .42
12.84 12.76 12.69 1